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SUBJECT: Audit of USAID/Peru’s Alternative Development Program (Report No.
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This memorandum transmits our final report on the subject audit. We have carefully
considered your comments on the draft report in finalizing the audit report and have
included your response in Appendix Il of the report.

The report contains 16 recommendations intended to improve implementation of the
Alternative Development Program. Based on your comments and documentation
provided, final action has been taken on Recommendation No. 8 and management
decisions have been reached for Recommendation Nos. 2, 3, 4, 5, 10, and 13.
Management decisions for Recommendation Nos. 1, 6, 7, 9, 11, 12, 14, 15 and 16 can
be recorded when USAID/Peru has developed a firm plan of action, with target dates, for
implementing the recommendations. In this regard, please advise us in writing, within 30
days, of the actions planned to implement these recommendations. Determination of
final action on the recommendations currently without final action will be made by the
Audit Performance and Compliance Division (M/CFO/APC).

| appreciate the cooperation and courtesy extended to my staff throughout the audit.

U.S. Agency for International Development
Regional Inspector General/San Salvador
Unit 3110; APO, AA 34023
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SUMMARY OF RESULTS

As part of its fiscal year 2005 audit plan, the Regional Inspector General/San Salvador
performed this audit to answer the following questions:

o Were USAID/Peru’s Alternative Development Program activities on schedule to
achieve planned sustainable results?

o Were USAID/Peru’s Alternative Development Program activities managed in an
efficient manner?

With respect to the first question, based on performance during 2004, USAID/Peru’s
Alternative Development Program activities were on schedule to achieve planned
sustainable results for two of the four main results indicators (namely, the number of
hectares of illicit coca voluntarily eradicated and number of program clients who remain
coca free). The performance target for the number of hectares of illicit coca voluntarily
eradicated was met in 2004 only because the original target was substantially reduced.
Alternative development activities were not on schedule to achieve planned results for
the other two main indicators (total hectares of illicit coca in Peru and the population
involved in coca production). It should be noted that both of these indicators were
susceptible to many influences other than USAID’s alternative development activities.
We could not determine if activities were on schedule to meet targets for 2005 because
only annual targets had been established and four months remained in 2005 at the time
of our audit. Since no interim targets or schedules were established to be met by August
31, 2005, or by any other date during 2005, there were no agreed-upon standards
available for measuring progress during 2005 to date. (See pages 6 to 8.)

There were two overarching reasons why the program had not been more successful:
more effective host government support was needed and a better strategy for targeting
communities and for verifying eradication needed to be developed. Our report also
describes an inconsistency between the contract terms and the award fee plan, a lack of
rigor in developing voluntary eradication targets, reliance on cash payments to
community members which do not have a clear link to sustainable development activities
and are susceptible to fraud, some instances where infrastructure projects promised to
communities were not delivered, some instances where infrastructure projects met
recreational and/or aesthetic needs but were not linked to economic development, and a
lack of maintenance plans for infrastructure projects. (See pages 8 to 25.)

With respect to the second question above, Alternative Development Program activities
were not managed in an efficient manner. The report describes cases where
USAID/Peru’s contractor, Chemonics International, Inc., continued to provide benefits to
communities that had stopped complying with their eradication agreements and also
describes a need to limit benefits to communities that have not yet eradicated their coca,
a need to bring the benefits provided to communities into a more reasonable relationship
with the amount of coca eradicated by the communities, and a need to better control
administrative costs associated with the program. (See pages 25 to 32.)

This report contains the following recommendations for USAID/Peru:



Develop an action plan to obtain needed support from the Government of Peru.
(See page 10.)

Develop a better strategy for targeting communities with larger amounts of coca
and develop a better method for verifying that all coca has been eliminated. (See
page 13.)

Seek agreements from communities to eradicate all of their coca at one time,
rather than in phases. (See page 14.)

Increase the weight assigned to key measurements of success (voluntary
eradication of coca and the number of clients that remain coca free) to at least 50
percent of the award fee pool. (See page 15.)

Modify the contract with Chemonics to reflect revised voluntary eradication targets
and ensure that the revised targets are consistently described. (See page 17.)

Establish voluntary eradication targets for calendar years 2006 and 2007 that are
achievable and realistic, but not set too low that they become irrelevant to the
program objectives. (See page 17.)

Develop a plan to transition the cash payment program into a program that
promotes more sustainable income generation. (See page 19.)

Ensure that the program can deliver infrastructure projects before signing
agreements with communities, provide clear boundaries to implementing partners
on what can be promised to communities, and modify the standard agreements
with communities to include language stating that the infrastructure projects can
only be delivered after necessary environmental assessments are performed.
(See page 21.)

Ensure that Chemonics establishes guidelines for the types of infrastructure works
that contribute to the program goal of generating licit economic activities. (See
page 23.)

Require Chemonics to include in the community agreements a requirement for
communities to develop and implement maintenance plans, ensure that
Chemonics assists communities in developing maintenance plans, and ensure that
the potable water system in Ricardo Palma, Peru, is repaired. (See page 25.)

Make a management decision with regard to ineligible questioned costs of
$225,037 (representing payments to non-compliant communities) and recover the
amounts determined to be unallowable. (See page 26.)

Limit benefits provided to communities until the communities have completely
eradicated their coca. (See page 28.)

Establish reasonable limits on the investments made in the communities. (See
page 29.)



e Require community contributions (e.g., in-kind contributions) to infrastructure
projects. (See page 29.)

e Conduct a personnel assessment to determine the level of staffing required to
implement the program and determine if the salaries are reasonable, and monitor
to verify that Chemonics International, Inc. transitions its international staff to local
staff as intended. (See page 32.)

e Make a management decision with regard to ineligible questioned costs of $2,487
(representing raises for Chemonics staff that were not reasonable) and recover the
amounts determined to be unallowable. (See page 32.)

USAID/Peru disagreed with some of the conclusions in our draft audit report but believed
that the report contained many useful recommendations for strengthening the Alternative
Development program. Our evaluation of management comments is provided after each
finding and recommendation in the report. USAID/Peru’s comments in their entirety are
included in Appendix Il.



BACKGROUND

The U.S. Government made a large commitment to fighting drug production and
narcotics trafficking throughout the Andean Region with the inauguration of Plan
Columbia in 2000. As successes were achieved in Colombia, narcotics traffickers aimed
at neighboring countries such as Ecuador and Peru to diversify their source of raw
material. A slight rise in illicit coca production in Peru in 2002 caused the U.S. and
Peruvian governments to adjust their counter-narcotics strategy. For the first time,
selected development activities were directly linked to voluntary coca elimination.
USAID and the Government of Peru's counter-narcotics organization, the Comision
Nacional para el Desarrollo y Vida Sin Drogas (DEVIDA) signed a bilateral agreement in
September 2002 to implement the Alternative Development Program. DEVIDA was
charged with coordinating, planning, promoting, monitoring, and evaluating the “national
strategy to fight against narcotics” as well as coordinating the technical and
programming inputs from several Government ministries involved with law enforcement
and development. This agreement programmed approximately $300 million in Andean
Counter-Narcotics Initiative funds from 2002 through 2007 to achieve USAID's special
objective of "sustained reduction of illicit coca crops in target areas of Peru."

At the end of 2002, USAID initiated a pilot voluntary eradication activity and a short-term
community support activity, financed through the Andean Counter-Narcotics Initiative.
USAID signed a $50 million, 18-month agreement with Chemonics International Inc.
(Chemonics) to implement these activities. Then in March 2004, a follow-on contract
was signed with Chemonics International, Inc. for $102 million from March 2004 through
September 2007. As of August 31, 2005, according to USAID/Peru, $93 million had
been spent from the total $152 million obligated for both contracts.

The program reflected a long-term U.S. Government counter-narcotics strategy
composed of four elements: (1) law enforcement, (2) interdiction, (3) eradication aimed
at disrupting narcotics trafficking, and (4) alternative development interventions aimed at
increasing the licit economy and social stability in target areas. With results to be
achieved within six years, alternative development and law enforcement programs were
planned to work together to convince poor, rural farm families cultivating coca to
abandon the illicit coca economy by voluntarily eradicating the plant, and at the same
time to participate in development activities that produce rapid results. The strategy
envisioned that coca would be permanently abandoned through a combination of
USAID-stimulated alternative licit economic opportunities and improved social
conditions, and U.S. Government-supported voluntary and forced eradication and
interdiction measures.

The Alternative Development Program was implemented through coordination with
various entities and organizations. As previously stated, the program was implemented
primarily through a contract with Chemonics. @ Chemonics was to manage the
implementation process; to ensure implementation was carried out in a coordinated,
transparent, and rapid manner, in accordance with USAID rules and regulations; and to
ensure that the agreed-to-activities were achieving the anticipated results and impacts.
Chemonics worked with community leaders and potential program beneficiaries to
encourage communities to commit to voluntary coca eradication. Chemonics then
presented community agreements to DEVIDA for signature with community leaders.



Once the communities signed agreements, Chemonics made sub awards (contracts and
grants) to local organizations to implement the activities stipulated in the agreements.
These activities included construction of social and economic infrastructure, as well as
technical assistance to develop sustainable economic activities as alternatives to coca
production.

The State Department’s Narcotics Affairs Section (NAS) and the Government of Peru’s
agency for forced eradication CORAH (Control y Reduccion de la Coca en el Alto
Huallaga) were responsible for providing forced eradication and interdiction measures
involving communities that were not willing to undertake voluntary eradication. CADA,
(Cuerpo de Asistencia para el Desarrollo Alternativo) funded by NAS, was a
Government of Peru entity responsible for identifying communities with coca production
and measuring coca fields before and after eradication. PETT, (Proyecto Especial de
Titulacion de Tierras y Catastro Rural), a component of the Government of Peru’s
Ministry of Agriculture, was responsible for providing assistance with the program’s land
titling activities.

AUDIT OBJECTIVES

As part of its fiscal year 2005 audit plan, the Regional Inspector General/San Salvador
performed this audit to answer the following questions:

o Were USAID/Peru’s Alternative Development Program activities on schedule to
achieve planned sustainable results?

o Were USAID/Peru’s Alternative Development Program activities managed in an
efficient manner?

Appendix | contains a discussion of the audit's scope and methodology.



AUDIT FINDINGS

Were USAID/Peru’s Alternative Development Program activities
on schedule to achieve planned sustainable results?

Based on performance during 2004, USAID/Peru’s Alternative Development Program
activities were on schedule to achieve planned sustainable results for two of the four
main results indicators (namely, the number of hectares of illicit coca voluntarily
eradicated and number of program clients who remain coca free). The performance
target for the number of hectares of illicit coca voluntarily eradicated was met in 2004
only because the original target was substantially reduced. Alternative development
activities were not on schedule to achieve planned results for the other two main
indicators (total hectares of illicit coca in Peru and the population involved in coca
production). It should be noted that both of these indicators were susceptible to many
influences other than USAID’s alternative development activities. We could not
determine if activities were on schedule to meet targets for 2005 because only annual
targets had been established and four months remained in 2005 at the time of our audit
(which ended on September 8, 2005). Since no interim targets or schedules were
established to be met by August 31, 2005, or by any other date during 2005, there were
no agreed-upon standards available for measuring progress during 2005 to date.

The following table shows the available information on planned and actual results as of
December 31, 2004 and August 31, 2005.

Table 1: Planned vs. Actual Results

Main Indicators’ Calendar Year 2004 Calendar Year 2005
Targets and Results Targets and Results
Original | Revised | Actual | Original | Revised Actual
Target Target Target Target (as of
8/31/05)
Number of 8,000 2,700 2,728 8,000 3,000 3627
Hectares of lllicit
Coca Voluntarily
Eradicated

' These were the four main performance indicators for the Alternative Development Program, as
identified in the contract with Chemonics, and were considered by USAID/Peru and Chemonics
(and us) to be the key indicators of success for the program. These four indicators, which fell
under the largest contract line item (auto-eradication), were budgeted for approximately 85
percent of the contract budget excluding start-up, situational response, and monitoring
performance costs. The other indicators, which fell under the second largest contract line item
(willingness to reject coca increased) were budgeted for approximately 15 percent of the contract
budget excluding the same elements noted above and included the number of communities
signing and complying with coca elimination agreements, the number of families who agreed to
eradicate their coca, the cumulative percentage of target families who agreed to eradicate their
coca, and the percentage of the target population that accepted the need to eliminate coca in
their community.



Main Indicators’ Calendar Year 2004 Calendar Year 2005
Targets and Results Targets and Results
Original | Revised | Actual | Original | Revised Actual
Target Target Target Target (as of
8/31/05)
Number of 23,500 23,500 27,704 30,000 30,000 28,670
Program Clients
Who Remain
Coca Free
Total Hectares of | 27,000 27,000 | 27,500- | 21,000 21,000 Not
[llicit Coca in Peru 50,300° available
Population 29,700 29,700 52,755 23,100 23,100 Not
Involved in Coca available
Production

Additional information on the program indicators is presented in Appendix lII.

Photo taken by an OIG auditor on
August 31, 2005 of a voluntarily
eradicated coca field, in Ricardo
Palma, Peru.

2 A casual perusal of the available performance information might lead the reader to conclude
that the program will fall far short of its revised target of eradicating 3,000 hectares of coca during
2005 since only 362 hectares had been eradicated by August 31, 2005. Such a conclusion might
be premature. Mission officials expect activity to accelerate and noted that, in 2003, 3,962
hectares were eradicated during the last four months of the year — 81 percent of all the hectares
eradicated in that year. However, in the following year, 2004, only 1,100 hectares, or 40 percent
of the hectares eradicated in 2004, were eradicated in the last four months of the year.
USAID/Peru and Chemonics were hopeful that the voluntary eradication target will be met. In its
comments on our draft report, the Mission stated that, as of November 7, 2005, 1,062 hectares
have been eradicated during 2005

® The lower estimate is from a Central Intelligence Agency (CIA) Crime and Narcotics Center
survey and the higher estimate is from the United Nations Office on Drugs and Crime’s Peru
Coca Cultivation Survey dated June 2005. According to ADP program monitoring and evaluation
staff, the higher estimate is considered more accurate since the CIA survey did not account for
new areas of coca grown in Peru.



For the year ended December 31, 2004, the program was responsible for voluntary
eradication of 2,728 hectares of coca as compared to a revised target of 2,700 hectares
and the original target of 8,000 hectares. As is discussed in more detail in the section
beginning on page 16, the original target was seen by USAID/Peru as unrealistic and
overly aggressive. However, the Mission did not amend the contract with Chemonics to
reflect the new target or document the basis for the new target. During 2004, the
number of Alternative Development Program (ADP) clients who remained coca free (i.e.,
the number of residents of communities that were complying with their agreements with
the ADP) increased to 27,704, exceeding the target of 23,500. As compared to the other
two main results indicators discussed below, these results indicators were more directly
influenced by the ADP program. According to the contract with Chemonics, these were
considered the key measurements of success for the program and performance against
these indicators was to determine a significant portion of the award fee paid to
Chemonics. However, as discussed in the section below beginning on page 15, the
award fee actually paid was based on more subjective factors.

The program did not meet planned targets for reducing the total number of hectares of
illicit coca in Peru: during 2004, according to the United Nations report cited in footnote
number 3, there were 50,300 hectares of illegal coca at the end of 2004 versus a target
of 27,000 hectares. The program also did not meet the target for reducing the
population involved in coca production: at the end of 2004, DEVIDA estimated that
52,755 Peruvians were involved in coca production versus a target of 29,700 for 2004.
This estimate also exceeds the estimated 40,260 Peruvians who were involved in coca
production in 2002, before the ADP program began.

The following sections of the report, through page 25, discuss the major factors that
limited the results achieved by the ADP program.

More Effective Host Government Support Was Needed

Summary: The Government of Peru and USAID/Peru signed a bilateral agreement to
pursue a counter-narcotics strategy to improve the licit economy, improve access to
social services, and to disrupt narcotics trafficking through interdiction and eradication.
Certain functions, such as law enforcement and forced eradication, can only be carried
out by the Government of Peru. Without effective support by the Government of Peru,
the Alternative Development Program will face extremely difficult challenges. More
effective support from the government is needed to provide a secure environment in
coca-producing regions, to present a credible threat of forced eradication for those
who do not consent to voluntary eradication, and to advance the program’s land-titling
component. Several factors have constrained the effectiveness of the government’s
support for the program, including a lack of resources, the current administration’s
relatively narrow base of political support, and upcoming Presidential elections
scheduled for April 2006. A stronger, responsive state presence in coca-producing
regions could do much to advance the ADP project.

As noted in the background section, the ADP program is part of a long-term U.S.
Government counter-narcotics strategy that includes law enforcement, interdiction,
eradication, and alternative development interventions. None of the elements of this
strategy can operate effectively unless the Government of Peru can exercise its authority
in regions where coca is cultivated and provide a secure environment. Moreover, certain




functions, such as law enforcement and forced eradication, can only be carried out by
the Government of Peru within its territory. The interrelationship between the ADP
program and other elements of the strategy was formally recognized in the bilateral
agreement for the ADP program which states that “the Governments of Peru and the
United States are pursuing a joint, long-term counter narcotics strategy composed of two
interdependent elements: (1) efforts to increase the licit economy and improve access to
social services in participating communities; and (2) law enforcement efforts, including
interdiction and eradication aimed at disrupting narcotics trafficking, lowering the farm-
gate price of coca leaf, and reducing the area dedicated to coca production.” In sum,
without effective support from the Government of Peru, the Alternative Development
Program cannot achieve sustainable results.

It was evident that more effective support from the Government of Peru was needed to
advance the ADP program. First, difficult security conditions in the areas where coca is
cultivated have impeded implementation of the ADP program. During the year ending
March 2005, Chemonics suspended activities in its regional offices for a total of 206
days due to hazardous situations and threats such as murder, armed robbery, lockouts,
strikes, blocked roads, and acts of terrorism.* Because of inadequate security,
Chemonics plans to focus future program activities on only two of the original four
regions. Moreover, insecurity in coca producing regions enhances the standing of
narco-trafficking organizations as rivals or potential rivals of the government in these
regions and diminishes the prestige and authority of the government in comparison.

Second, the pace of forced eradication efforts by the Government of Peru has been
somewhat inconsistent at times. For example, at the outset of 2005, only about 125
hectares of coca per month was forcibly eradicated. However, the pace of forcible
eradication has recently accelerated and, in July 2005, 1,300 hectares of coca was
eradicated. Forced eradication, or at least a credible threat of forced eradication,
changes the incentives that farmers face and makes voluntary eradication through the
ADP program more attractive. Coca is a hardy plant that is easy to grow and finds ready
markets. An alternative crop such as cocoa can rival its profitability but require several
years to become profitable. By increasing the perception of risk associated with coca
cultivation, the threat of forced eradication makes alternative crops more attractive.

Third, and in addition to providing a more secure environment and stepping up forced
eradication efforts, the Government of Peru needs to better support the ADP program’s
land titling activity. On August 27, 2003, Chemonics and PETT, (Proyecto Especial de
Titulacion de Tierras y Catastro Rural, a component of the Ministry of Agriculture)
entered into an agreement to implement land titling activities. Land titles strengthen the
property rights of farmers and facilitate investments in crops that require long lead times
to become profitable. Land titles also help farmers convert land into cash flows by
selling, leasing, or mortgaging it. Unfortunately, the agreement did not specifically
describe the responsibilities of Chemonics and PETT for the land titling activity. As of
August 31, 2005, Chemonics had spent $3.3 million to help 6,127 beneficiaries obtain
titles, but PETT had only issued titles to 881 beneficiaries. PETT has requested
additional support in exchange for additional land titles, requests which Chemonics and

* The 206 days were distributed as follows: Aguaytia 84 days, Tocache 70 days, Tingo Maria 26
days, and VRAE 26 days.



USAID/Peru view as unwarranted. In light of the lack of progress by PETT, USAID/Peru
has suspended funding for land titling activities.

Several factors have constrained the Government of Peru’s support for the ADP project.
As in all developing countries, the resources available to the government are extremely
limited in relation to needs. Peru is a large country with a great deal of inhospitable,
rugged terrain, and narco-traffickers typically concentrate their activities in the most
remote areas. Providing for substantially improved access into these regions would
require a significant investment and the costs of controlling this territory would be
significant as well. In addition, coca eradication is not universally popular in Peru: within
the regions targeted by the ADP project, a 2004 DEVIDA survey showed that only 66
percent of the population recognized the negative consequences of illicit coca cultivation
and only 43 percent accepted the need to eliminate coca in their community. Due to its
rather narrow base of support and upcoming Presidential elections scheduled for April
2006, the Toledo administration is not ideally positioned to exert strong leadership.
Indeed, support for counter-narcotics activities, and the ADP project in particular, cannot
be taken for granted even within the government: for example, a ranking official in
DEVIDA expressed to us the opinion that alternative development activities should not
be linked to voluntary eradication and U.S. Government officials we interviewed believe
that some Government of Peru officials still do not believe that coca cultivation is a
Peruvian problem but rather a U.S. problem. Finally, given the level of resources that
narco-traffickers can command, corruption of individual law enforcement officials is a
possibility that cannot be dismissed.

The factors described in this section have impeded the progress of the ADP project. As
is discussed in the section above beginning on page 6, the number of Peruvians
involved in coca cultivation has increased substantially since the ADP project began in
2002. A stronger, responsive state presence in coca-producing regions, as well as
better support for land titling activities, could do much to advance the ADP project.

Recommendation No. 1: We recommend that USAID/Peru develop an action
plan along with the State Department’s Narcotics Affairs Section (NAS) to obtain
needed support from the Government of Peru.

Evaluation of Management Comments — In response to our draft report, USAID/Peru
stated that the Mission and NAS are moving forward with a joint plan to leverage
increased Government of Peru support. The plan envisions that USAID/Peru will begin
to fund alternative development activities for communities that have undergone forced
eradication and are willing to sign agreements stating that they will not replant coca.
Helping to provide licit economic opportunities for these communities should make
forced eradication efforts more permanent. Providing alternative development activities
in conjunction with forced eradication efforts will also allow the Government of Peru to
soften the image of forced eradication efforts and blunt possible criticisms of forced
eradication. As part of this initiative, the Government of Peru has agreed to make clear
to the involved communities that they will not be allowed to replant coca and has agreed
to return to the affected areas to re-eradicate as necessary. This plan is to be
implemented first in Pizana/Polvera, a hard-core coca-growing area where a major
forced eradication campaign was just completed. It is hoped that local government
leaders will take a more prominent role in eradication and alternative development
activities in their communities, strengthening the authority of the government and
ultimately leading to improved security.
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A management decision will be reached for Recommendation No. 1 when USAID/Peru
develops a firm plan of action to obtain the needed support from the GOP in the areas
where the ADP project is currently working. It would be very helpful if this plan
specifically addressed the land titling activity.

A Better Strategy for Targeting Communities
and Verifying Eradication Efforts Was Needed

Summary: The success of the ADP program is dependent on the strategy for targeting
communities and then verifying that the communities have eradicated their coca.
However, the current strategy, requiring communities to disclose where their coca
fields are and then requiring CADA technicians to visit the fields repeatedly to verify
eradication, constrains the effectiveness of voluntary eradication efforts and introduces
inefficiencies into program operations. This strategy was developed after CADA
proved unable to reliably analyze satellite imagery and was also driven by a
requirement to verify eradication which occurs in phases rather than at one time. As a
result, any coca fields not disclosed by the communities themselves were unknown
and unmeasured, and millions of dollars were spent in communities that had very little
or no coca because the program was unable to target areas with high concentrations
of coca.

The effectiveness of the ADP program in encouraging voluntary eradication depends
heavily on the program’s strategy for identifying and targeting communities that are
cultivating large amounts of coca. Conversely, if the program lacks an effective strategy
for identifying high-value targets, it is likely that less coca will be eradicated and
resources may be misdirected toward communities that are cultivating negligible
amounts of coca. Efficiency issues also arise in the verification of voluntary eradication
efforts: obviously, it is desirable to accomplish this verification as efficiently as possible
so as to preserve program resources to advance ADP program objectives.

Originally, Chemonics relied on CADA (Cuerpo de Asistencia para el Desarrollo
Alternativo), to identify communities with significant coca production. Unfortunately, the
information provided by CADA was unreliable. CADA analyzed satellite imagery to
identify coca fields and estimate their extent. Based on this information, the program
identified areas with larger amounts of coca production and began negotiations with
communities to voluntarily eradicate their coca fields in exchange for community
developmental assistance. However, when eradication efforts began, USAID officials
learned that CADA’s analyses of satellite imagery were flawed. To cite an example,
CADA'’s analysis of satellite imagery indicated that there were 609 hectares of coca
production in one area. From that amount, 100 hectares of coca was forcibly eradicated.
The remaining 509 hectares was determined by Chemonics to be a prime target for
voluntary eradication. However, when final measurements were taken by CADA
technicians on the ground, only about 75 hectares of coca were found.
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Photograph taken by an OIG
auditor on September 2, 2005, of
CADA field technicians
demonstrating the coca
measurement process in San
Reyes, Peru. This photo hints at
but does not fully convey the
difficulties of access in coca
producing regions. Reaching
coca fields can require hours of
travel on foot through dense
jungle in mountainous terrain.

When the information provided by CADA proved to be unreliable, Chemonics then
began to rely on the communities themselves to identify coca fields. When a community
agreed to participate in the voluntary eradication program, they would send a letter of
invitation to CADA. CADA would then visit the coca area and measure the coca that had
been declared by the communities. Once the coca had been eradicated, CADA would
return to the community to verify the amounts that had been eradicated. This
methodology also proved to be unreliable because communities often inflated their
estimates of coca production in order to be chosen to receive developmental assistance.
For example, two communities each declared 200 hectares of coca, but when CADA
arrived to measure the area, only 9 hectares of coca was present in one community and
none in the other. Furthermore, manual measurement of declared coca fields does not
provide assurance that all coca has been eliminated from an area since CADA only
measures amounts declared by the communities. Any coca fields that are not disclosed
to CADA are unknown and unmeasured.

Once communities report that they have eradicated their coca, CADA must verify that
the coca is actually eradicated. However, the verification process performed by CADA
was inefficient since the communities were not expected to eradicate all their coca at
one time, but rather in phases. As the community made progress in eradicating its coca,
the community was rewarded with community development assistance. Therefore,
CADA was expected to verify the coca eradicated after each phase, which meant
returning to the same coca fields several times. This process was inefficient and time
consuming. While community members may live and gather together in some central
location, a community’s coca fields can be located miles from the community center. It
often takes several hours to travel to the communities and then approximately one to six
hours on foot each way to travel from the communities to the coca fields. At times, this
has caused significant delays and backlogs in measuring the coca eradicated. This was
an inefficient use of resources and demonstrated the need for a better method of
verification.
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Photograph taken by an OIG
. auditor on August 31, 2005, of
the central community
gathering location in
Achinamiza, Peru.

This unwieldy strategy for targeting large coca fields and verifying completed eradication
efforts came about primarily because of the requirement for CADA to revisit communities
several times to verify eradication in phases. Another cause was CADA'’s inability to
reliably analyze satellite imagery. According to the State Department’s Narcotics Affairs
Section (NAS), CADA has over time significantly improved its ability to analyze satellite
imagery for coca. NAS officials stated that CADA’s results are now approaching 95
percent accuracy. In addition, NAS has funded for one year an aircraft to test whether
more current and accurate information can be obtained through aerial imaging. CADA is
currently in the process of outfitting this aircraft with instrumentation.

Without a better method of targeting coca fields and verifying voluntary eradication,
USAID/Peru will be unable to achieve its goals. Millions of dollars were spent in
communities that had very little or no coca because Chemonics was unable to effectively
target communities with high amounts of coca.

The program spent approximately $22 million for 257 communities, out of a total of 385
communities assisted as September 8, 2005, that had less than 20 hectares of coca
eradicated. The table below shows the amount spent in communities that had little or no
coca:

Table 2: Funds Spent On Communities That Had Little or No Coca

Hectares of Coca Funds Spent Number of communities
Eradicated
0-4.9 $6,568,870 103
5-9.9 $8,228,980 81
10-20 $7,525,929 73
Totals $22,323,779 257

Recommendation No. 2: We recommend that USAID/Peru in coordination with
the State Department’s Narcotics Affairs Section (NAS), CADA (Cuerpo de
Asistencia para el Desarrollo Alternativo), DEVIDA (Comision Nacional para el
Desarrollo y Vida Sin Drogas), and Chemonics, develop a better strategy for
targeting communities with high concentrations of coca fields and verifying that
all coca grown in the communities has been eradicated.
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Recommendation No. 3: We recommend that USAID/Peru seek agreements
from communities to eradicate all of their coca at one time, not in phases.

Evaluation of Management Comments — In its comments on the draft report,
USAID/Peru stated that, during the initial phase of the ADP program, the program was
deliberately designed to include communities that had relatively small amounts of coca,
in addition to communities with larger concentrations of coca, to avoid any possible
perception that the program was rewarding communities who were most heavily involved
in illicit coca production. Further, in the Mission’s judgment, eradication in the most
hard-core communities would have been too destabilizing because of the social unrest
that would have followed eradication efforts. Since that time, the Mission has taken
cautious steps to make the program more efficient.

In response to Recommendation No. 2, USAID/Peru stated that, for 2006, the Mission
and NAS plan to pursue new methodologies for targeting coca for voluntary eradication.
First, NAS has new surveillance capability in an airplane equipped with a camera and
Global Position System. NAS will perform over flights in areas suspected to have dense
concentrations of coca, map the coca, and give the information to USAID, so that
USAID’s contractor can approach the local authorities and the communities about the
voluntary eradication program. Secondly, the program will procure satellite photographs,
CADA will analyze them, and Chemonics will verify the analysis on the ground.

For the verification step of the voluntary eradication program, USAID/Peru stated that
the Mission, NAS, CADA, and Chemonics have already initiated a more efficient and
more effective methodology. When a community is ready to eradicate, CADA returns to
the community and supervises the eradication as it is happening. To date in the 2005
voluntary eradication program, according to USAID/Peru, virtually all communities have
eradicated all at once, reducing the number of times that CADA has to return to a
community.

In commenting on Recommendation No. 3, USAID/Peru agreed with the audit finding
that it would be more efficient and cost effective for communities to eradicate their coca
at one time. However, the Mission believes that the Supreme Decree signed by
President Toledo in April 2003 does not allow the program to insist on eradication of all
of the coca in communities at once. Nevertheless, the Mission stated that communities
may choose to eradicate at one time and USAID, through its contractor, will continue to
encourage communities to do so. As stated above, for 2005, virtually all communities
have chosen to eradicate all at once. Based on USAID/Peru’s comments, we have
modified our recommendation from requiring communities to eradicate all their coca at
once to seeking agreements from communities to eradicate all of their coca at once.

Based on the information provided by USAID/Peru, we consider that management
decisions have been reached for Recommendation Nos. 2 and 3. Determination of final
action for these recommendations will be made by the Audit Performance and
Compliance Division (M/CFO/APC).
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Award Fee Plan Was
Inconsistent with Contract Terms

Summary: The contract between USAID/Peru and Chemonics International, Inc.,
signed on March 17, 2004, contained a possible award fee of $5.1 million. Progress
against two key results indicators (the number of hectares of coca eradicated and the
number of clients who remained coca free) was to determine a significant portion of
the contractor’'s award fee. However, the award fee was based primarily on contractor
effort rather than results. This occurred because the Mission did not use the contract
as a reference in preparing the award fee plan and also because mission staff were
not comfortable using objective factors like the number of hectares of coca eradicated
to measure the contractor’'s performance for purposes of determining the award fee.
As a result, there were weak incentives for good contractor performance because the
contractor was not primarily rewarded for achieving results.

The contract between USAID/Peru and Chemonics International, Inc. signed on March
17, 2004, contained a possible award fee of $5.1 million. The contract stated that,
performance measures for the achievement of annual targets against the number of
hectares eradicated and the number of clients who remain coca free are considered the
key measurements of success for the overall Alternative Development Program.
Progress against these two indicators would determine a significant portion of the
contractor's award fee. USAID/Peru determined the award fee earned and payable
annually.

However, the award fee plan, developed five months after signing the contract, was
based primarily on subjective and qualitative factors instead of eradication results. It
was based on quality of product or service, timeliness of performance in eradication
targets and inputs, such as communications and behavior change, monitoring and
evaluation, land titling, customer service and business relations, and cost control. Of
these factors, the percentage weight allocated to the achievement of voluntary
eradication was relatively low (15 percent of the total award pool) in comparison to the
weight applied to the other factors.

The Mission did not use the contract as a reference in preparing the award fee plan.
Furthermore, mission staff were not comfortable with using objective measures like the
number of hectares of coca voluntarily eradicated to determine the award fee to be paid
to the contractor. They were more comfortable with rewarding the contractor based on
effort. As a result, there were weak incentives for good contractor performance because
the contractor was not primarily rewarded for achieving results.

Recommendation No. 4: We recommend that USAID/Peru increase the weight
assigned to achieving results (for hectares of coca eradicated and the number of
clients who remain coca free) to at least 50 percent of the award fee pool.

Evaluation of Management Comments — In response to Recommendation No. 4,
USAID/Peru agreed with the recommendation and stated that the Award Fee Plan for
2006 and 2007 will stipulate that 50 percent of the award fee pool will be assigned to
meeting the eradication target and the number of clients who remain coca-free.
USAID/Peru considers it too late in the calendar year to change the Award fee Plan for
2005.
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We consider that a management decision has been reached for Recommendation No. 4.
Determination of final action will be made by M/CFO/APC.

Targets for Voluntary Eradication
Were Not Properly Documented

Summary: It is important to the success of any program for program goals to be
unambiguous and expressed consistently, a principle that is reflected in the ADS. The
targets for voluntary coca eradication were significantly reduced but the Mission did
not document why the targets were reduced, when they were reduced, or the basis for
determining the revised targets. In addition, the contract, the performance monitoring
plan, and the award fee plan all showed different targets. This occurred because of
weak management by USAID/Peru. A lack of well established and documented
targets can contribute to poor program performance.

According to Automated Directives System (ADS) 203.3.8.4 Annual Report Operating
Unit Performance Assessment, the designation of targets must be fully documented in a
decision memorandum signed by the director or designee of the Operating Unit.
Furthermore, ADS 203.3.3 states that each indicator in a performance monitoring plan
“should include performance baselines and set performance targets that can
optimistically but realistically be achieved within the stated timeframe and with the
available resources.” Also, “targets should be ambitious, but achievable given USAID
(and other donor) inputs. Operating units should be willing to be held accountable for
achieving their targets. On the other hand, targets that are set too low are also not
useful for management and reporting purposes.” Beyond what is specifically stated in
the ADS, it is obviously important to the success of any program for program goals to be
unambiguous and expressed consistently.

According to the contract signed between USAID/Peru and Chemonics International, Inc.
on March 16, 2004, the target for voluntarily eradicating coca in Peru was 8,000
hectares per year for calendar years 2004 through 2007. USAID officials stated that, at
the time the contract was signed, it was estimated that there were 32,000 hectares of
coca in Peru and the Mission wanted to eradicate all of it during the life of the ADP
program. Therefore, the Mission simply divided the 32,000 hectares of coca by the four
years of the program to arrive at a target of 8,000 hectares to be voluntarily eradicated
each year. Nonetheless, this original target was always seen by mission officials as
unrealistic and overly aggressive. The target was subsequently reduced but the Mission
did not document why the target was reduced, when it was reduced, or the basis for
determining the revised targets. In addition, the contract, the performance monitoring
plan, and the award fee plan all showed different targets:

Table 3: Coca Eradication Targets per Mission Documents

Mission Documents Targets for Targets for
CY 2004 CY 2005

Contract between USAID/Peru and Chemonics 8,000 8,000

signed on March 16, 2004

Performance monitoring plan dated June 2003 and 5,000 5,000
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Mission Documents Targets for Targets for
CY 2004 CY 2005

revised September 2004
Award fee plan signed on August 30, 2004 and draft 2,700 3,000
award fee plan for calendar year 2005

This situation occurred because of weak management by USAID/Peru. We concluded
that neither the original nor the revised targets were established through any rigorous
process for determining what could realistically be achieved through the ADP program.
Moreover, given the differences between the contract, the performance monitoring plan,
and the award fee plan, it appeared to us that at least some of these documents were
not actually used to manage the program.

Targets that are ambiguous or that are not set at ambitious but realistic levels can
contribute to poor program performance. The Mission needs to establish targets that are
achievable, yet not set too low that they become irrelevant to program management.

Recommendation No. 5: We recommend that USAID/Peru a) modify its contract
with Chemonics International, Inc. to reflect the revised target, and b) ensure that
the revised target is consistent among mission documents.

Recommendation No. 6: We recommend that USAID/Peru establish voluntary
eradication targets for calendar years 2006 and 2007 that are achievable and
realistic, but not set too low that they become irrelevant to the program
objectives.

Evaluation of Management Comments — In response to our draft report, USAID/Peru
agreed with Recommendation No. 5 and stated that a revised contract will be signed by
the contractor in the next 30 days and all Mission documents will be reviewed and revised
as needed within the next 60 days. A management decision has been reached for
Recommendation No. 5 and a determination of final action on this recommendation will
be made by the Audit Performance and Compliance Division (M/CFO/APC).

The Mission also agreed with Recommendation No. 6 and stated that it had established
contract targets for the number of hectares of coca voluntarily eradicated of 2,500
hectares and 500 hectares for calendar years 2006 and 2007, respectively. While
USAID/Peru and we are in agreement on the need to establish performance targets that
are achievable and realistic, but not set too low that they become irrelevant, we are not in
agreement on the levels to be established for the new targets.

If USAID/Peru’s proposed new targets are accepted, then the revised eradication targets
will be:

2007
2003 2004 2005 2006 (9 months)
3,000 2,700 3,000 2,500 500
hectares hectares hectares hectares hectares

In our judgment, the new revised targets for 2006 and 2007 are set too low and do not
meet the intent of our recommendation. In its comments on our draft report, USAID/Peru
noted that the last contract year will be an abbreviated one and that the contractor will
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need to devote effort to contract closeout as well as ongoing activities. These are valid
considerations. Other considerations, though, would indicate that the targets for 2006
and 2007 should be set higher. First, most programs start slowly and build momentum as
the implementer gains experience and staff overcome learning curves. We believe it is
reasonable to expect that this would be the case with the ADP program. Second, as of
August 31, 2005, $59 million remained under the contract with Chemonics to pay for
activities under for the remaining 25 months of the program, a level of resources which
would appear sufficient to support a level of effort higher than what the proposed targets
envision. Third, implementation of the recommendations in this audit report — for
example, obtaining more effective support from the Government of Peru, developing a
more efficient method of targeting communities with high concentrations of coca,
establishing reasonable limits on investments in communities, obtaining counterpart
contributions from communities, and limiting administrative costs — should increase the
efficiency and effectiveness of program operations. All of these considerations lead us to
believe that program accomplishments should go up, not down, as the program
progresses. A management decision for Recommendation No. 6 can be reached when
USAID/Peru and we agree on the actions to be taken to address the recommendation.

Cash Payments Were Not Clearly Linked to
Sustainable Development and Were Susceptible to Fraud

Summary: According to USAID/Peru’s Alternative Development Strategy 2003-2007,
the ADP program was designed to create a basis for sustainable and legitimate
economic activity. Under the program, community members received a payment upon
signing an agreement to voluntarily eradicate coca. The payment was in the form of
cash or check and was distributed by Chemonics. These payments do not promote
sustainable income generation for the families. In addition, this type of payment is
susceptible to fraud because of the large amount of cash involved ($5.3 million),
because many individuals are involved with cash distribution, and because it is difficult
to determine if individuals belong to a community for purposes of the cash distribution.
The Mission used these payments as an incentive for the communities to participate in
the program. As a result, funds totaling $5.3 million were not directly linked to the
program goal of sustainable development and there is a possibility of fraud that may
result from these payments. In fact, Chemonics has acknowledged that the prospect
of receiving these payments often attracts non-community members and encourages
the arrival of relatives of community members, inflating rosters and forcing payments
to persons extraneous to the community. Moreover, in several coca measurement
reports, CADA officials reported that, ironically, several farmers thought that they
needed to grow more coca in order to qualify for the cash payments.

According to USAID/Peru’s Alternative Development Strategy 2003-2007, the ADP
program was designed to create a basis for sustainable and legitimate economic activity:
licit economic opportunities will be available through increased use of financial services,
improved economic infrastructure, and the establishment of a sustained natural resource
base.

However, the ADP program used cash payments totaling $5.3 million to community
members as an important incentive to voluntarily eradicate their coca. Furthermore,
these cash payments had little to do with sustainable income generation for families that
were formerly dependent on coca cultivation. Under the program, each community
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member received cash payments totaling $180 in three installments: 20 percent when
the community signed an agreement with DEVIDA, 30 percent upon eradicating 30
percent of the community’s coca fields, and the remaining 50 percent when all coca had
been eradicated. Each head of household in that community, whether or not he or she
grew or owned coca, would be entitled to receive the cash payments. On the day of
payment, Chemonics distributed payments (in cash or check) to the community
members. If the member was not present at the time of the distribution, the municipal
leader of the community received the payment on their behalf and distributed the
payment to them at a later date. If the payment was in the form of a check, the check
could be cashed at the Chemonics’ regional office. If an individual was unable to go to
the regional office, he or she could assign other family members or friends to collect the
money.

The payments were included in the design of the program as an incentive for the
communities to participate in the program. However, subsequently some mission
officials expressed concerns over the administration of the cash payment program and
had expressed the desire to eliminate the cash payment program to the extent possible.

As a result, funds totaling $5.3 million were not directly linked to the program goal of
sustainable development and there is a possibility of fraud that may result from these
payments. In fact, Chemonics has acknowledged in a recent quarterly progress report
to USAID that the prospect of receiving these payments often attracts non-community
members or encourages the arrival of community relatives, which inflates rosters and
forces making payments to persons extraneous to the community. Moreover, in several
coca measurement reports, CADA officials reported that, ironically, several farmers
thought that they needed to grow more coca in order to qualify to receive the cash
payments.

Recommendation No. 7: We recommend that USAID/Peru develop a plan to
transition the cash payment program into a program that promotes more
sustainable income generation.

Evaluation of Management Comments — USAID/Peru agreed with the conclusion that
resources used for cash payments could be better directed to economic infrastructure
projects or the development of licit productive activities. However, nearly half of the
program clients surveyed indicated that they would not have participated in the program
without the incentive provided by the cash payments. Therefore, the Mission stated that
it was in the process of trying to phase out the cash payments so that the resources can
instead be invested in sustainable development activities.

The Mission was under the impression that there have been no indications of fraud
involving the cash payments. This is not correct. In fact, Chemonics reported to the
Mission in its quarterly report for April — June 2005 that “The prospects [sic] of receiving
bonos [cash payments] often attracts non community members or encourages the arrival
of community relatives, which inflates rosters and forces paying of bonos to persons
extraneous to the community.”

The Mission also disputed CADA’s reports that farmers thought they needed to grow

more coca in order to receive the cash payments, noting that the payments are
supposed to go to all heads of family in a community, whether each individual family is
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involved in coca production or not. The Mission is correctly describing how the cash
payments are supposed to work, but there is fairly widespread misunderstanding of this
fact. During our audit we encountered evidence that CADA officials, individual farmers,
and at least one mayor believed that individuals had to be involved in coca production in
order to receive the payments.

A management decision will be reached for Recommendation No. 7 when USAID/Peru
has developed a firm plan of action and a date for implementing the recommendation.

Infrastructure Projects Were Not
Delivered to Seven Communities

Summary:  According to the contract between USAID/Peru and Chemonics
International, Inc. signed on March 17, 2004, the contractor needs to “maintain
capability, via agreements and subcontracts, to promptly and efficiently deliver the
benefits included in all community agreements.” However, the program did not deliver
infrastructure projects promised to communities because the cost would have been too
high and because of environmental concerns. The program focused on signing
agreements with communities to meet voluntary coca eradication targets rather than
determining whether infrastructure projects promised to communities could actually be
delivered. Also, the program negotiators were not given clear boundaries on what
could be promised to communities and did not have the expertise on the
environmental viability and the estimated cost of infrastructure projects. As a result,
community expectations were not met and the credibility of the program was damaged.

According to the contract between USAID/Peru and Chemonics, the contractor needs to
“‘maintain capability, via agreements and subcontracts, to promptly and efficiently deliver
the benefits included in all community agreements.” In the District of Chazuta, the
program signed agreements with 14 communities to deliver infrastructure projects.

Chemonics agreed to rehabilitate roads for four of these communities, which would
facilitate transporting their agricultural products to markets. The communities were only
accessible by boat. However, Chemonics did not rehabilitate the roads because of
environmental concerns and a lack of resources. According to one estimate,
rehabilitating the roads would have cost about $3 million. Therefore, more than a year
after signing the agreements, Chemonics had to amend the agreements canceling these
infrastructure projects and replacing them with other infrastructure projects (a potable
water system, a medical post, a foot bridge, and sports courts) valued at $293,123.

In addition, the program rehabilitated a road at a cost of about $570,000 for three other
communities in the District of Chazuta. However, the communities presumed that
stream crossings would be built to cross the four large streams dissect